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I .   Introduction 


A.   Requirement  for  Report 

Section  507  of  the  Surface  Transportation  Assistance  Act  of 
1978  directs  the  Treasury  Department,  in  consultation  with  the 
Secretary  of  Transportation  and  the  staff  of  the  Joint  Committee 
on  Taxation,  to  review  the  excise  taxes  now  dedicated  to  the 
Highway  Trust  Fund  with  respect  to  administrative  aspects  and 
taxpayer  compliance  burdens,  and  to  recommend  improvements  in 
excise  taxation  which  would  enhance  tax  administration,  equity, 
and  compliance.   In  the  alternative,  the  Treasury  can  recommend  a 
new  system  of  raising  revenues  to  fund  the  Trust  Fund  which  would 
meet  the  objectives  of  improved  administration,  equity,  and 
compliance.   The  recommendations  are  to  be  formulated  in 
conjunction  with  the  recommendations  of  the  cost  allocation  study 
of  the  Department  of  Transportation  (DOT)  as  required  by  Section 
506  of  the  Surface  Transportation  Assistance  Act. 

The  Treasury  Department  has  submitted  two  progress  reports 
on  the  Section  507  study.   The  Second  Progress  Report  was 
submitted  in  October,  1981.   The  final  report  of  the  Department 
of  Transportation  on  the  cost  allocation  study  required  by 
Section  506  was  completed  in  May,  1982.   This  report  is  the  final 
report  of  the  Department  of  the  Treasury  in  response  to  the 
requirement  contained  in  Section  507. 

(The  texts  of  Sections  506  and  507  of  the  Surface 
Transportation  Assistance  Act  are  shown  in  Attachment  1.) 


-2- 


B.   Scope  of  Study 

Equity  of  Current  Tax  Structure 

The  Treasury  Department  supports  requiring  direct  users  to 
pay  the  full  costs  of  facilities  and  services  provided  by 
the  Federal  government.   As  applied  to  the  highway  trust  fund 
taxes,  the  concept  of  requiring  users  to  pay  for  Federal  services 
requires  both  that  total  revenues  from  taxes  imposed  on  highway 
users  are  sufficient  to  fund  Federal  highway  programs  and  that 
the  burden  of  the  highway  excise  taxes  is  allocated  fairly  among 
groups  of  highway  users. 

Section  II  of  this  report  reviews  briefly  the  criteria  for 
allocating  highway  taxes  among  user  groups  and  summarizes  the 
findings  of  the  DOT  cost  allocation  study.   The  implications  for 
the  equity  of  the  current  tax  structure  are  then  discussed  and 
ways  of  improving  the  equity  of  the  tax  structure  are  presented. 

Administration  of  Current  Excise  Taxes 

The  major  part  of  this  report  is  concerned  with  the 
administration  and  compliance  aspects  of  the  highway  trust  fund 
taxes.   Section  III  of  this  report  presents  an  overview  of  the 
current  administration  of  the  highway  excise  taxes  and  then 
evaluates  in  some  detail  the  administrative  and  compliance  issues 
for  each  tax . 

Recommended  Changes  in  Tax  Structure  and  Administration 

Section  IV  of  this  report  presents  the  Treasury  Department's 
recommendations  for  changes  in  the  highway  excise  taxes  and  also 
discusses  potential  changes  that  were  considered  and  rejected. 
The  recommendations  discussed  in  Section  IV  reflect  both  the 
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findings  of  the  DOT  cost  allocation  study  on  the  equity  of  the 
distribution  of  the  tax  burden  among  user  groups  and  the  findings 
of  the  Internal  Revenue  Service  (IRS)  on  administrative  and 
compliance  aspects  of  the  trust  fund  taxes.   The  recommendations 
are  designed  both  to  improve  equity  in  the  allocation  of  tax 
burdens  among  highway  users  and  to  reduce  administrative  and 
compliance  costs  to  taxpayers  and  the  IRS.   In  those  cases  where 
the  theoretically  ideal  taxes  from  an  equity  standpoint  might 
create  administrative  problems,  the  recommendations  reflect  the 
judgment  of  the  Department  of  the  Treasury  on  how  to  strike  the 
best  balance  between  equity  and  simplicity. 

Section  V  of  the  report  discusses  potential  options  for 
improving  administration  of  the  highway  excise  taxes  that  do  not 
require  legislation.   Section  VI  summarizes  the  findings  and 
recommendations  of  the  study. 

Level  of  Taxation  and  Spending 

This  report  does  not  comment  on  the  desired  level  of  highway 
expenditures,  or  the  appropriate  distribution  of  Federal  highway 
funding  among  spending  categories.   Only  the  structure  and 
administration  of  the  highway  excise  taxes  are  addressed  here. 

C.   Organization  of  Study 

The  final  report  and  the  two  interim  reports  were  prepared 
by  the  staff  of  the  Office  of  Tax  Analysis  (OTA)  in  the 
Department  of  the  Treasury.   The  conclusions  of  the  report  are 
based  principally  on  a  review  and  independent  analysis  conducted 
for  OTA  by  the  IRS.   In  addition,  OTA  staff  reviewed  the  analysis 
prepared  by  the  DOT  for  its  related  cost  allocation  study,  and 
worked  closely  with  staff  at  the  DOT  in  developing  the 
conclusions  and  recommendations  of  both  studies. 
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Preparation  of  Review  by  Internal  Revenue  Service 

At  the  request  of  the  OTA,  the  IRS  prepared  a  report  that 
analyzed  the  administrative  and  compliance  burden  for  the  Service 
and  taxpayers  of  each  excise  tax  dedicated  to  the  highway  trust 
fund.   The  IRS  organized  a  study  group  in  1979  to  conduct  this 
analysis.   The  study  group  chairman  was  a  member  of  the  staff  of 
the  Legislative  Analysis  Division  in  the  Office  of  the  Assistant 
to  the  Commissioner  (Legislative  Liaison) .   Other  study  group 
members  were  from  the  offices  of  the  Associate  Deputy 
Commissioners  for  Operations  and  Data  Processing  and  the  Office 
of  General  Counsel.   Also,  Regional  Commissioners  designated 
members  of  their  staff  to  assist  the  National  office  study  group 
on  an  as-needed  basis  in  reviewing  the  administrative  and 
compliance  aspects  of  these  taxes.   The  study  group  initiated  the 
data  gathering  phase  of  the  study.   Comments  were  solicited  from 
field  and  technical  personnel  involved  in  administering  the 
current  taxes.   The  study  group's  evaluation  of  these  data  plus 
existing  empirical  data  provide  the  basis  for  the  comments  and 
suggestions  of  the  IRS. 

In  addition,  the  study  group  evaluated  the  administrative 
and  compliance  features  of  proposed  new  tax  structures  that  were 
discussed  in  the  final  report  on  the  Federal  Highway  Cost 
Allocation  Study  prepared  by  DOT. 

Public  Comments.   At  the  request  of  OTA,  the  study  group  attended 
informal  meetings  with  representatives  of  the  Motor  Vehicle 
Manufacturers  Association,  Inc.,  the  Truck  Equipment  and  Body 
Distributors  Association,  Inc.,  the  Truck-Trailer  Manufacturers 
Association,  Inc.,  and  the  North  American  Gasoline  Tax 
Conference. 
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Opinion  Questionnaires.   Opinion  questionnaires  were  sent  to  280 
Examination  Division  field  personnel  and  300  Collection  Division 
field  personnel.   These  questionnaires  solicited  the  opinions  of 
knowledgeable  persons  experienced  in  administering  these  taxes. 
The  study  group  analyzed  the  266  responses  from  Examination 
Division  personnel  and  292  responses  from  Collection  Division 
personnel.   Information  obtained  from  them  was  then  used  in 
preparing  this  report. 

Form  637  Files.   The  study  group  also  completed  its  analysis  of 
districts'  files  of  Form  637,  Registration  of  Tax-Free 
Transactions  under  Chapter  32  of  the  Internal  Revenue  Code, 
Manufacturers'  Excise  Taxes.   The  findings  of  this  review  are 
discussed  briefly  in  Section  V  of  this  report. 

Computer  Extract.   As  part  of  its  review,  the  IRS  received  and 
analyzed  data  from  the  National  Computer  Center  master  file.   The 
data  show  the  number  of  returns,  number  of  taxpayers,  and  filing 
characteristics  of  taxpayers  for  all  taxpayers  for  all  taxes 
dedicated  to  the  highway  trust  fund. 
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II.   Current  Tax  Structure:   Equity  Aspects 


A.   Taxes  and  Amounts  Collected 

Seven  different  taxes  are  dedicated  to  the  highway  trust 
fund  —  the  manufacturers'  excise  taxes  on  gasoline  (IRC  section 
4081),  lubricating  oil  (IRC  section  4091),  trucks  and  trailers 
(IRC  section  4061(a)),  truck  parts  (IRC  section  4061(b)),  and 
tires,  tubes,  and  tread  rubber  (IRC  section  4071),  the  retailers' 
excise  tax  on  diesel  and  special  motor  fuels  (IRC  section  4041), 
and  the  use  tax  imposed  annually  on  highway  vehicles  in  excess  of 
26,000  pounds  gross  weight  (IRC  section  4481).   Table  1  shows  the 
tax  rates  and  receipts  from  each  of  the  highway  trust  fund  taxes 
in  Fiscal  Year  1981.   In  1981,  the  taxes  on  gasoline,  diesel  and 
other  motor  fuels  accounted  for  70  percent  of  trust  fund  receipts 
(62  percent  for  gasoline,  8  percent  for  other  motor  fuels) .   The 
taxes  on  trucks  and  trailers  accounted  for  11  percent  of 
receipts;  tires,  tubes  and  tread  rubber,  10  percent;  the  highway 
use  tax,  4  percent;  truck  parts,  3  percent;  and  lubricating  oil, 
2  percent. 

The  share  of  highway  trust  fund  revenues  contributed  by 
motor  fuel  taxes  has  been  declining  over  time  because  motor  fuel 
taxes  are  assessed  on  a  unit,  rather  than  an  ad  valorem  basis, 
and  therefore  do  not  increase  with  price  levels,  and  because  fuel 
consumption  has  declined  in  recent  years  as  a  result  of  increases 
in  energy  prices.   If  current  law  tax  rates  were  maintained,  the 
share  of  trust  fund  revenues  contributed  by  fuel  taxes  is 
expected  to  decline  from  70  percent  in  1981  to  62  percent  in  1985 
to  58  percent  in  1988. 
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Table  1 


Highway  Trust  Fund  Taxes:   Rates  and  Receipts 
Fiscal  Year  1981 


Tax 

Manufacturers'  Taxes 
Gasoline 
Lubricating  oil 
Trucks  and  trailers 

Truck  parts 


Tires,  tubes  and 
tread  rubber 


Other  Taxes 

Diesel  and  special 
motor  fuels 

Annual  use  tax  on 
heavy  vehicles 


Rate 


4  cents/gallon 

6  cents/gallon 

10  percent  of  manufacturers' 
sales  price 

8  percent  of  manufacturers' 
sales  price 


Receipts 
($  mil) 


4,008 
101 

687 
227 


tires  used  on  highway  vehicles,      668 
9.75  cents/lb.;  other  tires, 
4.875  cents/lb.;  laminated  tires, 
1  cent/ lb.;  inner  tubes,  10  cents/ 
lb.;  tread  rubber,  5  cents/ lb. 


4  cents/gallon  553 


$3/thousand  lbs.  for  vehicles        266 
weighing  over  26,000  lbs. 


Total:   All  Trust  Fund  taxes 


6,510 


-8- 


Under  current  law,  there  are  a  number  of  exemptions  from 
these  taxes.   These  exemptions  can  be  classified  in  two  broad 
categories.   First,  there  are  exemptions  or  preferential  rates 
for  non-highway  consumption  of  the  taxed  commodities.   An  example 
of  this  type  of  exemption  is  the  exemption  of  fuels  used  on  a 
farm  for  farming  purposes  from  the  taxes  on  gasoline,  diesel,  and 
special  motor  fuels.   This  category  of  exemptions  also  includes 
exemptions  from  some  taxes  for  light  weight  vehicles  presumed  to 
pay  their  share  of  highway  costs  through  motor  fuel  taxes.   For 
example,  trucks  weighing  less  than  10,000  pounds  are  exempt  from 
the  truck  sales  excise  tax  and  trucks  weighing  less  than  26,000 
pounds  are  exempt  under  current  law  from  the  heavy  vehicle  use 
tax.   A  second  category  includes  all  exemptions  that  are 
unrelated  to  highway  use  considerations.  These  include  exemptions 
for  particular  groups  of  consumers  of  highway  services  ( for 
examples,  exemptions  for  state  and  local  governments  and 
nonprofit  schools)  and  exemptions  enacted  in  the  Energy  Tax  Act 
of  1978  intended  to  reduce  consumption  of  oil  and  oil  imports 
(exemptions  from  the  gasoline  tax  for  gasoline  mixed  with 
alcohol,  fuel  sold  to  qualifying  fuel-efficient  taxicabs  and 
intercity  buses) . 

The  exemptions  from  each  of  the  excise  taxes  are  discussed 
in  more  detail  in  Section  III. 

B.   Criteria  for  Equity 

Reliance  on  user  taxes  to  finance  particular  Federal 
programs,  such  as  highways  and  airports,  is  fair  because  costs  of 
the  program  are  then  paid  by  the  direct  beneficiaries  of  the 
service  rather  than  by  taxpayers  who  may  or  may  not  use  the 
Federally-provided  facility.   User  taxes  also  promote  economic 
efficiency  by  encouraging  the  best  use  of  scarce  productive 
resources.   By  forcing  highway  users  to  confront  the  cost 
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resulting  from  their  use  of  the  highway  system,  highway  user 
taxes  promote  an  economically  rational  use  of  the  highway  system 
and  contribute  to  rational  choices  between  highways  and  competing 
modes  of  transportation. 

Allocating  Taxes  Among  Highway  Users 

The  question  of  how  to  allocate  the  tax  burden  among  highway 
users  raises  several  conceptual  issues.   In  general,  equity 
requires  that  users  pay  for  the  highways  in  proportion  to  the 
costs  they  occasion.   In  practice,  not  all  costs  are  directly 
attributable  to  individual  users  and  the  concept  of  cost  can  be 
defined  in  different  ways. 

Types  of  Highway  Cost.   As  noted  in  the  Treasury's  Second 
Progress  Report,  the  Congressional  Budget  Office  (CBO)  report. 
Guidelines  for  a  Study  of  Highway  Cost  Allocation,  distinguished 
among  three  types  of  highway  construction  costs:   uniquely 
occasioned  costs,  jointly  occasioned  costs,  and  common  costs. 
The  first  two  types  of  costs  —  uniquely  occasioned  and  jointly 
occasioned  costs  --  can  in  principle  be  attributed  to  different 
classes  of  vehicles.   These  two  categories  of  costs  -  referred  to 
as  attributable  costs  by  DOT  —  are  found  to  account  for  53 
percent  of  projected  Federal  highway  costs  in  1985  in  the  DOT 
study,  an  increase  from  44  percent  in  the  period  1976-78.   The 
major  reason  for  this  increase  in  attributable  costs  is  the  rise 
in  the  share  of  Federal  highway  expenditures  accounted  for  by 
pavement  resurfacing,  restoration,  rehabilitation,  and 
reconstruction  (referred  to  as  4-R  costs).   The  share  of  Federal 
highway  capital  requirements  attributable  to  4-R  costs  increased 
from  25  percent  in  1976-78  to  a  projected  39  percent  in  1985 
under  current  expenditure  programs.   The  cost  allocation  study 
allocated  4-R  costs  according  to  pavement  damage  from  use  by 
different  types  of  vehicles. 
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The  third  category  of  costs,  referred  to  as  common  costs  by 
CBO  and  residual  costs  by  the  DOT,  includes  items  such  as  minimum 
right  of  way,  or  pavement  costs  attributable  to  weather  and  other 
environmental  forces,  that  are  incurred  in  meeting  the  needs  of 
all  users.   In  theory,  equity  requires  that  common  or  residual 
costs  be  allocated  in  proportion  to  the  benefits  of  highways  to 
different  user  classes.   In  practice,  the  relative  benefits  users 
derive  from  a  service  cannot  be  readily  determined  when  there  is 
no  price  assessed  for  use  of  the  service.   The  CBO  study 
recommends  that  common  costs  be  allocated  in  proportion  to 
vehicle  miles  traveled  and  DOT  uses  this  approach.   This  method 
of  allocating  common  costs  is  clear,  easily  understood,  and 
widely  accepted  but  may  understate  to  some  degree  the  benefits 
received  by  larger  vehicles.   However,  DOT  found  that  an 
alternative  method  of  cost  assignment  using  passenger-car 
equivalent  weighted  miles  does  not  significantly  alter  cost 
allocations  among  vehicle  classes. 

Marginal  vs.  Average  Cost.   An  alternative  method  of  allocating 
residual  or  common  costs  is  to  allocate  according  to  a  measure  of 
marginal  cost,  rather  than  average  cost,  attributable  to  users. 
The  required  capacity  of  a  highway  system  depends  on  peak  load 
use;  users  in  off-peak  periods  may  be  thought  to  contribute 
little  to  the  required  capacity  of  the  system.   In  an  ideal 
efficiency-based  pricing  system,  charges  would  be  higher  for 
peak-hour  users  and  much  lower  for  off-peak  use  or  for  use  of 
highways  in  uncongested  areas.   As  a  practical  matter,  highway 
congestion  costs  are  difficult  to  measure  and  efforts  to  adjust 
for  such  costs  at  the  Federal  level  would  require  differentiation 
among  regions  and  may  conflict  with  the  necessity  for  geographic 
uniformity  in  Federal  taxation.   Such  a  method  of  taxation  would 
conflict  with  the  equity  criteria  established  by  Congress  because 
it  may  not  require  that  highway  user  taxes  cover  Federal  highway 
program  costs . 
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For  these  reasons,  both  CBO  and  DOT  base  their  methodology 
on  average,  rather  than  marginal  costs,  and  also  allocate  only 
direct  highway  construction  and  maintenance  costs,  not  indirect 
costs  of  highway  use  such  as  noise  and  pollution.   Efforts  to 
assess  users  for  indirect  costs  of  highway  use  can  best  be 
undertaken  by  localities  rather  than  by  the  Federal  government. 

C.   Implications  of  Cost  Allocation  Findings 

The  DOT  study  finds  substantial  differences  between  the 
shares  of  highway  excise  taxes  paid  by,  and  the  shares  of  highway 
costs  allocable  to  different  vehicle  classes.   Under  the  current 
tax  structure,  single  unit  trucks  and  light  combination  trucks 
pay  a  tax  share  substantially  exceeding  their  cost  share,  while 
the  tax  shares  of  heavy  combination  trucks  are  significantly  less 
than  the  share  of  costs  they  impose  on  the  highway  system. 
Autos,  pickups,  and  vans  appear  to  pay  taxes  roughly  in  line  with 
cost  responsibilities. 

The  Administration's  December  1982  proposed  increases  in 
highway  trust  fund  expenditures  will  alter  the  relative  costs 
allocable  to  different  highway  user  classes  by  altering  the 
proportions  of  different  types  of  expenditures  financed  by 
Federal  dollars.   If  the  proposed  program  increases  were  financed 
exclusively  by  an  increase  in  Federal  excise  taxes  on  gasoline 
and  other  motor  fuels,  the  ratio  of  taxes  paid  to  allocated  costs 
for  heavy  vehicles  would  decline  further,  while  automobiles  would 
overpay  slightly  compared  to  allocated  costs. 

Table  2  shows  the  ratio  of  tax  revenue  to  assigned  cost 
responsibility  if  current  programs  and  tax  rates  were  extended  to 
1985  and  if  the  Administration's  proposed  spending  increases  were 
financed  by  increases  in  motor  fuel  taxes  alone.   It  can  be  seen 
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Table  2 

Ratio  of  Revenue  to  Assigned  Cost  Responsibility  by  Vehicle  Class; 
Current  Law  and  Proposal  to  Finance  Increased  Expenditures  by 

Motor  Fuel  Taxes  Alone 

1985  Levels 


Vehicle  Type 

Autos  and  motorcycles 

3 
Intercity  buses 

Other  buses 

Pickups/ vans 

Other  single  units 

Combinations 

Under  70,000  lbs. 

70,000  to  75,000  lbs. 

Over  75,000  lbs. 


Ratio 

of  Revenue 

to  Cost 

Current  Law 

1 

Fuel 

Tax  Increase 

1.01 

1.07 

0.08 

0.39 

0.00 

0.05 

1.12 

1.24 

1.87 

1.56 

0.76 

0.66 

0.87 


0.74 


0.56 


1.08 


0.65 


0.49 


Source: 

1 


Department  of  Transportation 


Under  this  alternative,  it  is  assumed  that  highway  trust  fund 
taxes  are  extended  at  current  rates,  and  that  highway  program 
expenditures  continue  at  the  levels  planned  prior  to  the 
Administration's  December  1982  proposals. 

Under  this  alternative,  the  tax  rates  on  gasoline,  diesel,  and 
special  motor  fuels  would  be  increased  to  9  cents  per  gallon, 
but  no  other  changes  would  be  made  in  highway  trust  fund  taxes. 
The  increase  in  trust  fund  receipts  in  1985  would  be  $5.2 
billion  under  this  proposal,  about  98  percent  of  the  increase 
in  receipts  projected  under  the  original  Administration 
proposal.   In  calculating  the  cost  allocation  ratios,  it  was 
assumed  that  spending  increases  would  be  scaled  back  slightly 
to  adjust  for  the  slightly  lower  revenue  increase. 

The  increase  in  the  ratio  of  tax  share  to  cost  share  for 
intercity  buses  results  from  assuming  that  the  exemption  for 
intercity  buses  from  motor  fuel  taxes  would  remain  at  4  cents 
per  gallon;  i.e.,  intercity  buses  would  pay  the  5  cents 
increase  in  motor  fuel  taxes.   If  intercity  buses  received  the 
full  9  cent  exemption,  their  ratio  of  tax  revenue  to  cost  would 
decline  slightly  when  motor  fuel  taxes  are  increased. 
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from  Table  2  that  financing  highway  spending  increases  by  an 
increase  in  motor  fuel  taxes  alone  would  reduce  the  amount  of 
overpayment,  relative  to  allocable  cost,  for  light  trucks,  but 
would  increase  the  amount  of  underpayment  for  combination  trucks 
weighing  over  70,000  lbs.   The  ratio  of  taxes  paid  to  cost  share 
would  increase  for  automobiles  and  for  pickups  and  vans.   Thus, 
Table  2  shows  that  financing  increased  highway  program  costs  by 
an  increase  in  motor  fuel  taxes  alone  would  worsen  some  of  the 
major  inequities  in  the  current  tax  structure. 

The  inequities  in  the  current  tax  structure  can  be  redressed 
by  altering  those  excise  taxes  that  can  discriminate  among 
vehicles  by  weight.   Three  changes  that  can  accomplish  this 
objective  are: 

o    Increasing  and  graduating  the  rates  of  the  heavy  vehicle 
use  tax  and  exempting  more  lighter  weight  vehicles  from 
the  tax . 

o    Increasing  the  manufacturers'  excise  tax  on  new  trucks, 
and  raising  the  weight  threshold  at  which  trucks  are 
exempt  from  the  tax. 

o    Increasing  taxes  on  tires  and  tread  rubber  used  in  heavy 
vehicles,  but  exempting  light  weight  tires. 

One  problem  with  increasing  taxes  on  vehicle  sales  and 
annual  vehicle  registrations  is  that  such  taxes  fail  to 
discriminate  among  vehicles  by  number  of  miles  driven.   Ideally, 
the  highway  use  tax  would  be  most  equitable  if  it  were  based  on 
both  weight  and  annual  mileage  driven  by  each  vehicle.   As  a 
practical  matter,  the  Treasury  Department  does  not  believe  at 
this  time  that  a  weight-mileage  tax  can  be  effectively 
administered.   Taking  account  of  both  tax  equity  and 
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administrative  considerations,  the  best  way  of  relieving 
low-mileage  vehicles  from  an  excessive  burden  under  the  highway 
use  tax  is  to  provide  a  flat  mileage  exemption  from  the  tax.   The 
mileage  limit  should  be  much  below  the  mileage  driven  by  most 
vehicles,  but  should  be  high  enough  to  prevent  imposing  an 
excessive  tax  on  those  vehicles,  such  as  trucks  used  primarily  in 
farming  or  logging,  that  are  mostly  used  off-highway  but  that  do 
occasionally  use  public  highways  to  bring  products  to  markets. 

Table  3  shows  the  Administration's  December  1982  proposals 
for  altering  the  structure  of  highway  excise  taxes.   These 
proposals  represent  one  option  for  improving  the  equity  of  the 
tax  structure. 
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Table  3 


Administration's  Highway  Excise  Tax  Proposals 


Tax  Rate 


Tax 

Gasoline 
Lubricating  Oil 


Current  Law 
4  cents/gallon 
6  cents/gallon 


Trucks  and  trailers   10  percent  for 

vehicles  less 
than  10,000  lbs, 


Truck  parts 


Tires 


Tread  rubber 


Inner  tubes 

Diesel  and  special 
motor  fuels 

Annual  use  tax  on 
heavy  motor 
vehicles 


8  percent  for 
parts  used  on 
vehicles  less 
than  10,000  lbs. 

9.75  cents/lb. 


5  cents/lb. 

10  cents/lb. 
4  cents/gallon 


$3/thousand  lbs. 
for  vehicles  over 
26,000  lbs. 


Administration  Proposal 

9  cents/gallon 

no  tax 

12  percent  for  vehicles 
less  than  3  3,000  lbs. 


12  percent  for  parts  used 
on  vehicles  less  than 
33,000  lbs. 


25  cents/lb.  for  tires 

over  100  lbs.,  0  for  lighter 

tires . 

25  cents/lb.  if  used  on 
tires  over  100  lbs. 

no  tax 

9  cents/gallon 


no  tax  for  vehicles  under 
55,000  lbs.;  $100  +  $6/100 
lbs.  for  vehicles 
between  55,000  and  70,000 
lbs.;  $1,000  +  $1,700/100 
lbs.  for  vehicles  between 
70,000  and  80,000  lbs.; 
$2,700  for  vehicles  over 
80,000  lbs.   No  tax  on 
vehicles  driven  less  than 
2,500  miles  per  year. 


These  proposals  represent  one  option  for  improving  the   equity 
of  the  highway  excise  tax  structure.   Alternative   proposals 
that  increase  the  share  of  tax  paid  by  heavy   vehicles  would 
also  improve  tax  equity. 
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III.   The  Current  Excise  Taxes:   Administrative  and 

Compliance  Aspects 


A.   Current  Administration  of  Highway  Excise  Taxes;   Overview 
Filing  Requirements 

Form  720.   All  of  the  taxes  currently  dedicated  to  the 
highway  trust  fund,  except  the  Federal  use  tax  on  highway  motor 
vehicles,  are  reported  on  Form  720,  Quarterly  Federal  Excise  Tax 
Return. 

Form  720  must  be  filed  for  each  quarter  the  taxpayer  may  be 
subject  to  excise  tax  and  must  sometimes  be  filed  even  if  there 
is  not  a  tax  liability.   The  return  is  filed  with  the  IRS  service 
center  covering  the  location  of  the  taxpayer's  principal  place  of 
business. 

Monthly  deposits  of  taxes  are  required  if  the  taxpayer's 
liability  exceeds  $100;  semi-monthly  if  liability  exceeds  $2,000. 
All  deposits  of  excise  taxes  must  be  accompanied  by  Form  504, 
Federal  Tax  Deposit  —  Excise  Taxes,  and  must  be  deposited  with  a 
Federal  Reserve  Bank  or  other  authorized  depository.   If  the 
taxpayer  is  not  required  to  make  advance  monthly  or  semi-monthly 
deposits  of  taxes,  full  payment  must  be  attached  to  the  return 
when  filed. 

Form  2290.   Taxpayers  who  pay  the  use  tax  on  heavy  motor 
vehicles  file  Form  2290,  Federal  Use  Tax  Return  on  Highway  Motor 
Vehicles .   This  return  must  be  filed  annually  by  every  person  in 
whose  name  a  truck,  truck-trailer,  or  bus  is  required  to  be 
registered.   A  person  includes  individuals,  corporations, 
partnerships,  or  any  other  type  of  organization.   Foreign  persons 
are  liable  for  this  tax  if  they  are  required  to  register  vehicles 
in  any  state  or  in  the  District  of  Columbia. 


-17- 


Taxpayers  compute  the  tax  due  for  each  vehicle  based  upon 
the  type  (single  unit,  tractor-trailer  combination,  truck-trailer 
combination,  or  bus)  of  vehicle  and  the  taxable  gross  weight  for 
that  type  of  vehicle.   There  are  seven  categories  enumerated  on 
the  form  for  single  unit  trucks,  eight  categories  for 
tractor-trailer  combinations,  six  categories  for  truck-trailer 
combinations,  and  one  category  for  buses. 

The  tax  period  for  computing  liability  for  the  tax  is  the 
year  beginning  July  1  and  ending  the  following  June  30. 
Liability  for  payment  of  this  tax  is  incurred  with  the  first 
taxable  use  of  this  vehicle  during  any  tax  year.   Thus,  if  the 
first  taxable  use  of  a  vehicle  is  during  the  month  of  November, 
the  taxpayer  is  only  liable  for  tax  between  November  1  and  June 
30,  or  2/3  of  the  tax  for  a  full  year's  use.   If  the  vehicle 
remains  in  use  after  July  1,  it  is  liable  for  the  full  annual  tax 
in  the  succeeding  tax  year. 

Form  2290  must  be  filed  by  the  last  day  of  the  month  after 
the  month  the  vehicle  is  first  used  on  the  public  highways.   For 
the  regular  tax  period  beginning  July  1,  the  return  is  due  by 
August  31;  for  vehicles  first  used  in  months  after  July,  the 
return  is  due  on  the  last  day  of  the  following  month.   Thus,  if 
the  vehicle  is  first  placed  in  service  in  December,  the  return  is 
due  January  31.   The  taxpayer  files  one  return  showing  a  total 
amount  of  tax  due  for  all  vehicles  that  become  subject  to  tax  in 
any  month.   If  additional  vehicles  are  placed  in  service  in 
another  month,  the  taxpayer  must  file  another  Form  2290.   Thus, 
one  taxpayer  may  be  required  to  file  as  many  as  twelve  returns  in 
a  year  if  vehicles  are  first  placed  in  use  in  twelve  different 
months . 

The  return  must  be  filed  with  the  IRS  service  center  for  the 
area  in  which  the  taxpayer's  principal  place  of  business  is 
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located.   The  tax  amount  due  must  either  be  paid  with  the  return 
by  the  due  date  for  filing  or  may  be  paid  in  quarterly 
installments . 

Form  637. 

Taxpayers  may  buy  or  sell  articles  tax-free  if  they  register 
using  Form  637,  Registration  for  Tax-Free  Transactions  Under 
Chapter  32  of  the  Internal  Revenue  Code.   These  tax-free  sales 
may  be  made  only  if  the  manufacturer,  and,  where  appropriate, 
first  purchaser  and  second  purchaser  have  registered.   Persons 
subject  to  tax  under  IRC  section  4081  (Gasoline)  and  IRC  section 
4091  (Lubricating  Oil)  must  register  before  incurring  any  excise 
tax  liability. 

Publications 

Publications  are  written  to  explain  the  basic  excise  tax 
provisions  in  plain  language.   These  publications  are  available 
at  most  IRS  offices.   Copies  of  several  pertinent  xjublications 
are  attached . 

Collection  and  Examination 

The  responsibility  for  securing  delinquent  returns  and 
examining  returns  rests  with  the  District  Director  in  the  59 
district  offices. 

The  Collection  Divison  in  each  district  is  responsible  for 
collecting  delinquent  taxes  and,  also,  foe  securing  delinquent 
returns.   It  is  also  responsible,  through  its  annual  returns 
compliance  program,  for  the  use  tax  on  heavy  motor  vehicles,  for 
identifying  taxpayers  who  do  not  file  the  required  return(s),  and 
for  securing  such  delinquent  returns  from  them. 
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The  Examination  Division  in  each  district  audits  the  tax 
returns  filed  and  determines  any  additional  tax  due.   The 
Examination  Division  also  is  responsible  for  maintaining  the 
"Form  637  file"  for  the  District  Director. 

B.   Gasoline  Tax 

Background 

The  Federal  excise  tax  on  gasoline  first  became  effective  on 
June  1,  1932.   The  tax  has  ranged  from  1  cent  per  gallon,  the 
rate  in  effect  until  June  30,  1940,  to  the  present  4  cents  per 
gallon  rate,  which  has  been  in  effect  since  October  1,  1959. 

The  tax  is  imposed  on  a  producer  or  importer  of  gasoline. 
The  definition  of  producer  includes  refiners,  compounders, 
blenders,  and  dealers  selling  gasoline  exclusively  to  other 
producers  of  gasoline.   In  addition,  a  wholesale  distributor  may 
elect  to  be  classified  as  a  producer  for  tax  purposes  by  filing  a 
Form  637  with  the  District  Director.   Wholesale  distributors  who 
elect  to  be  deemed  a  producer  may  buy  gasoline  tax  free.   Thus, 
even  though  the  gasoline  tax  is  technically  a  manufacturers' 
excise  tax,  there  were  22,671  returns  filed  in  a  recent  year 
showing  only  the  gasoline  tax.   Another  12,809  returns  reported 
the  gasoline  excise  tax  and  at  least  one  other  highway  excise 
tax . 

Wholesale  distributors  who  elect  to  be  treated  as  producers 
must  pay  the  tax  on  sales  of  gasoline  to  retail  outlets  and  other 
non-exempt  activities.   If  the  retail  outlets  are  part  of  their 
own  organization,  they  are  not  liable  for  the  tax  until  the  sale 
is  made  by  their  own  retail  outlet.   This  procedure  simplifies 
administrative  burdens  for  wholesale  distributors  when  a  large 
part  of  their  sales  are  to  entities  which  are  exempt  from  tax. 
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It  also  simplifies  their  recordkeeping  and  paperwork  burden 
because  registered  wholesale  distributors  do  not  have  to  pay  the 
taic  on  sales  made  ultimately  to  exempt  entities  and  then  seek  a 
refund. 

Gasoline  means  all  products  commonly  or  commercially  known 
or  sold  as  gasoline  that  are  suitable  for  use  as  a  motor  fuel. 
The  products  now  taxed  as  special  motor  fuels  under  IRC  section 
4041(b)  were  formerly  included  in  the  tax  on  gasoline.   These 
products  were  known  as  class  B  gasolines. 

Exemptions 

Most  of  the  minimal  administrative  and  compliance  problems 
with  the  gasoline  tax  concern  exemptions,  but  even  these  problems 
are  limited  in  scope. 

The  exemption  for  State  and  local  governments  has  been 
interpreted  to  extend  exempt  sales  to  organizations  fulfilling  a 
governmental  function  such  as  local  volunteer  fire  departments 
and  rescue  squads.   This  interpretation  complicates  the  ability 
of  the  IRS  to  assure  that  no  untaxed  fuel  is  diverted  for  use  in 
personal  vehicles.   The  same  problem  arises  with  the  exemption 
for  farm  use.   However,  these  problems  are  relatively  minor  in 
scope  and  do  not  warrant  changes  in  tax  policy. 

Gasohol 

The  Energy  Tax  Act  of  1978  provided  an  additional  exemption 
from  the  gasoline  tax  for  gasoline  used  in  a  mixture  which 
contains  at  least  10  percent  alcohol  of  no  less  than  190  proof. 
At  the  time  this  provision  (IRC  section  4081(c)(1))  was  enacted, 
this  mixture  was  commonly  known  as  gasohol,  although  now  it  is 
often  marketed  as  octane  enriched  unleaded  fuel. 
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Initially,  it  was  believed  that  the  exemption  for  gasohol 
might  give  rise  to  significant  administrative  and  compliance 
problems.   In  1978,  there  were  some  predictions  that  gasohol  use 
would  expand  to  the  point  where  it  captured  a  major  share  of  the 
gasoline  market.   There  were  predictions  that  every  corn  producer 
in  the  country  would  be  blending  fuel  for  their  personal  trucks 
and  automobiles. 

As  this  prediction  has  not  materialized  thus  far,  the  IRS 
has  not  to  date  found  the  gasohol  exemption  to  result  in  major 
administrative  problems.   However,  any  significant  increase  in 
the  utilization  of  gasohol  that  might  result  from  an  increase  in 
the  value  of  the  gasohol  exemption  could  result  in  serious 
administrative  and  compliance  problems. 

Taxpayers  who  wish  to  purchase  gasoline  tax  free  for  further 
blending  merely  register  to  be  eligible  for  tax  free  sales  by 
filing  Form  637  with  their  local  District  Director. 

C.   Lubricating  Oil  Tax 

Background 

Lubricating  oil  is  subject  to  a  manufacturers'  excise  tax  of 
6  cents  per  gallon.   A  manufacturer  or  producer  is  liable  for  a 
tax  on  all  sales  of  oil  which  are  sold  for  use  as  a  lubricant. 
If  tax  paid  lubricating  oil  is  used  for  other  than  highway  motor 
vehicle  purposes,  a  tax  refund  is  available.   Cutting  oils  and 
oils  "seldom  used  as  lubricants"  are  exempt  from  the  tax.   Sales 
of  lubricating  oil  for  resale  are  exempt  under  IRC  section  4093. 

In  addition,  the  term  "lubricating  oil"  does  not  include 
synthetic  material  which  possess  lubricating  properties. 
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Re-refined  Oil 

The  Energy  Tax  Act  of  1978  added  IRC  section  4093(b), 
effective  December  1,  1978,  which  exempts  the  sale  of  new 
lubricating  oil  when  sold  for  use  in  mixing  with  used  or  wasted 
oil  which  has  been  cleaned,  renovated,  or  re-refined. 
The  terra  re-refined  oil  means  oil  25  percent  or  more  of  which  is 
used  or  wasted  lubricating  oil  which  has  been  cleaned,  renovated, 
or  re-refined.   If  the  new  oil  used  in  the  mixture  is  more  than 
55  percent  of  the  mixture,  the  exemption  does  not  apply  to  any 
new  oil  in  excess  of  55  percent. 

Administrative  and  Policy  Issues 

As  noted  in  the  two  progress  reports  of  this  study,  the  tax 
on  lubricating  oils  seems  to  be  a  nuisance  to  both  taxpayers  and 
the  IRS  and  accounts  for  only  2  percent  of  the  revenue  to  the 
highway  trust  fund.   Since  the  tax  is  not  needed  to  assure  an 
equitable  distribution  of  highway  taxes  among  user  groups,  the 
Administration  has  recommended  that  it  be  repealed. 

D.   Trucks  and  Trailers 

An  excise  tax  of  10  percent  is  imposed  on  the  sale  by 
manufacturers,  producers,  and  importers  of  truck  chassis  and 
bodies,  truck  trailer  and  semi- trailer  chassis  and  bodies,  and 
tractors  of  the  kind  chiefly  used  for  highway  transportation  in 
combination  with  a  trailer  or  serai- trailer .   A  sale  of  a  truck, 
truck  trailer,  or  semi-trailer  is  considered  a  sale  of  a  chassis 
and  a  body.   The  tax  applies  to  the  sale  of  new  vehicles  and  to 
"further  manufacture  of  vehicles;  i.e.,  the  rebuilding  of  used 
vehicles" . 
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Light-duty  trucks  —  defined  as  trucks  with  a  gross  vehicle 
weight  of  10,000  pounds  or  less  —  are  exempt  from  the  tax.   The 
tax  also  does  not  apply  to  the  sale  of  truck  chassis  and  bodies 
suitable  for  use  with  light-duty  vehicles  and  to  truck  trailer  or 
semi-trailer  chassis  or  bodies  suitable  for  use  with  a  light-duty 
trailer  or  semi-trailer  which  is  itself  suitable  for  use  with  a 
light-duty  towing  vehicle.   The  term  "suitable  for  use"  means 
that  the  article  is  ordinarily  so  used  or  that  it  possesses 
actual,  practical,  and  commercial  fitness  for  such  use. 

The  Second  Progress  report  of  this  study  reviewed  several 
minor  administrative  problems  related  to  determining  when  a  truck 
is  light  duty  and  related  to  evasion  of  the  tax  on  further 
manufacturing.   These  problems  are  not  of  sufficient  magnitude  to 
warrant  changes  in  tax  policy. 

E .   Truck  Parts  and  Accessories 

Background 

A  tax  of  8  percent  is  imposed  on  the  sale  of  parts  and 
accessories  (other  than  tires  and  inner  tubes)  for  trucks.   This 
tax  applies  to  the  separate  sales  of  such  articles,  but  not  to 
articles  sold  by  a  manufacturer,  on  or  in  connection  with  the 
vehicle.   Since  the  repeal  of  the  excise  tax  on  automobiles,  the 
parts  tax  no  longer  applies  to  articles  suitable  for  use  (and 
ordinarily  used)  on  or  with  a  passenger  car,  trailer,  or  house 
trailer.   Parts  and  accessories  made  by  light  and  medium  truck 
manufacturers  are  considered  suitable  for  use  on  passenger  cars 
if  they  are  comparable  to  parts  and  accessories  of  other 
manufacturers  that  are  interchangeably  (and  ordinarily)  used  in 
both  their  trucks  and  passenger  cars. 
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Exemptions 

Parts  are  exempt  for  this  tax  when  sold  by  a  manufacturer, 
producer  or  importer  to  a  purchaser  for  resale  on  or  in 
connection  with  the  first  retail  sale  of  a  light-duty  truck 
(i.e.,  a  truck  less  than  10,000  pounds  gross  vehicle  weight). 
This  exemption  also  applies  when  the  first  purchaser  resells  the 
parts  to  a  second  purchaser  on  or  in  connection  with  the  first 
retail  sale  of  a  light-duty  truck. 

Parts  are  also  exempt  from  tax  if  sold  for  use  by  State  and 
local  goverments  and  nonprofit  schools  and  if  sold  for  use  on  a 
qualified  bus. 

Recordkeeping  Problems  for  Taxpayers 

The  principal  problem  raised  by  the  parts  tax  is  whether  the 
part  sold  by  the  manufacturer  is  destined  for  a  taxable  or 
nontaxable  use.   Taxpayers  liable  for  this  excise  tax  have   been 
especially  helpful  to  this  study  by  commenting  on  the 
recordkeeping  problem  encountered  in  determining  whether  or  not 
parts  are  taxable. 

In  order  to  comply  with  this  tax,  manufacturers  must  keep 
extensive  records.   Manufacturers  jnast  first  have  their  engineers 
determine  the  taxability  of  any  given  part  when  it  is 
manufactured.   If  it  is  determined  that  the  part  could  be 
nontaxable,  records  must  be  maintained  to  track  the  part  through 
the  manufacturing  and  distribution  system  to  make  certain  the 
part  retains  its  nontaxable  status.   On  the  other  hand,  if  the 
part  is  initially  deemed  to  be  taxable,  it  may  eventually  be  sold 
for  an  exempt  purpose,  such  as  for  use  by  a  State  or  local 
government.   In  that  case,  documentation  must  be  secured  and 
routed  from  the  seller  to  the  manufacturer  who  paid  the  tax  to 
file  for  a  refund.   In  many  cases,  the  tax  on  such  a  part  is  less 
than  $10. 
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Some  trade  association  representatives  contend  that  the  tax 
should  be  repealed  because  of  these  recordkeeping  problems. 
These  r-epresentatives  contend  that  factors  such  as  vehicle 
warranty  requirements.  Federal  vehicle  safety  requirements,  and 
the  labor  cost  of  trained  mechanics  would  prevent  taxpayers  from 
purchasing  a  stripped  down  vehicle  to  minimize  the  tax  paid  on 
new  vehicles.   However,  representatives  of  other  trade 
associations  believe  that,  in  the  trailer  manufacturing  industry, 
purchasers  will  have  sufficient  incentive  should  this  tax  be 
removed  to  purchase  stripped  down  versions  of  their  products  and 
complete  fabricating  the  trailer  themselves. 

F .   Tires,  Tubes  and  Tread  Rubber 

IRC  section  4071(a)  imposes  taxes  on  the  sale  by 
manufacturers,  producers,  or  importers  of  tires,  tubes,  and  tread 
rubber.   The  tax  rates  are  9.75  cents  per  pound  for  highway 
tires,  4.875  cents  per  pound  for  tires  for  non-highway  use,  1 
cent  per  pound  for  laminated  tires,  10  cents  per  pound  for  inner 
tubes,  and  5  cents  per  pound  for  tread  rubber.   The  taxes  are 
based  only  on  units  of  weight  at  the  time  of  sale  or  use  by  the 
manufacturer,  producer,  or  importer.   In  a  recent  year,  3,722 
returns  were  filed  solely  to  report  the  tax  on  tread  rubber, 
1,441  returns  reported  only  the  tax  on  tires,  and  115  returns 
were  filed  solely  to  report  the  tax  on  inner  tubes. 

There  are  some  technical  issues  involved  in  these  taxes  such 
as  determining  how  to  weigh  articles  subject  to  tax.   However, 
these  issues  can  be  adequately  addressed  by  regulation  rather 
than  legislation.   There  appear  to  be  no  significant 
administrative  or  compliance  problems. 
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G .   Diesel  and  Special  Motor  Fuels 

Background 

An  excise  tax  of  4  cents  per  gallon  is  imposed  on  diesel 
fuel  if  it  is  sold  to  an  owner,  lessee,  or  other  operator  for  use 
as  a  fuel  in  a  diesel-powered  highway  vehicle,  or  acquired  in  any 
manner  other  than  through  a  taxable  sale  and  used  as  fuel  for  a 
diesel-powered  highway  vehicle.   If  the  fuel  is  used  for 
off-highway  vehicles,  the  rate  of  tax  is  2  cents  per  gallon. 

A    tax  of  4  cents  per  gallon  is  also  imposed  on  special  motor 
fuel  if  it  is  sold  to  an  owner,  lessee,  or  other  operatof  ^oc    use 
as  a  fuel  for  the  propulsion  of  a  motor  vehicle  or  motorboat,  or 
acquired  in  any  manaer  other  than  through  a  taxable  sale  and  is 
used  as  a  fuel  for  a  motor  vehicle  or  motorboat . 

Special  motor  fuels  which  may  be  subject  to  tax  include  such 
products  as  benzol,  benzene,  naphtha,  liquid  petroleum  gas, 
casinghead  and  natural  gasoline,  and  any  other  liquid  (except 
gasoline  otherwise  taxable,  kerosene,  gas  oil,  and  fuel  oil)  when 
sold  for  use  in  or  usi3d  La  motor  vehicles.   Products  called 
kerosene,  gas  oil,  or  fuel  oil  that  do  not  meet  certain 
specifications  are  taxable  if  used  in  a  motor  vehicle  or 
motorboat . 

Diesel  and  special  motor  fuels  are  taxed  at  a  rate  of  2 
cents  per  gallon  if  used  in  a  highway  vehicle  not  required  to  be 
registered  for  highway  use  under  the  laws  of  any  state  or  foreign 
country  and  if  used  for  business  purposes  other  than  to  propel  a 
motor  vehicle.   Diesel  and  special  motor  fuels  used  on  a  farm  for 
farming  purposes  are  exempt  from  tax. 
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Liability  for  Tax 

Either  the  seller  or  user  is  liable  for  filing  returns  and 
paying  the  tax,  depending  on  the  circumstances  of  the 
transaction.   The  seller  incurs  the  liability  for  taxes  on  diesel 
fuel  and  special  motor  fuels  if  the  seller  delivers  the  fuel  into 
the  fuel  tank  of  a  highway  vehicle.   If  fuel  is  otherwise 
delivered,  such  as  into  a  bulk  fuel  tank,  the  seller  only  incurs 
the  liability  if  the  purchaser  indicates  in  writing  to  the 
seller,  before  or  at  the  time  of  sale,  that  the  entire  quantity 
of  liquid  covered  by  the  sale  is  for  use  in  a  taxable  purpose  as 
a  fuel  in  a  taxable  vehicle  or  motorboat. 

The  user  incurs  liability  at  the  4  cents  per  gallon  rate  if 
the  user  purchases  fuel  tax  free  and  uses  it  for  a  taxable 
purpose.   In  addition,  users  incur  liability  at  a  rate  of  2  cents 
per  gallon  if  they  purchase  fuel  in  which  the  seller  has  paid  a  2 
cents  per  gallon  tax  and  ultimately  uses  the  fuel  for  a  purpose 
taxable  at  4  cents  per  gallon. 

Administrative  Problems 

The  diesel  and  special  motor  fuels  taxes  are  the  only  excise 
taxes  dedicated  to  the  highway  trust  fund  that  are  imposed  on  the 
retailer  rather  than  the  manufacturer.   Since  the  tax  is  imposed 
at  the  retail  rather  than  the  manufacturing  level,  the  number  of 
taxpayers  is  far  greater  for  this  excise  tax  than  for  any  other. 
Many  of  these  taxpayers  are  service  stations  and  similar 
businesses  which  lack  the  recordkeeping  and  accounting  support 
found  in  a  typical  manufacturing  operation.   During  one  recent 
tax  year,  158,744  returns  were  filed  solely  to  report  the  tax  on 
diesel  and  special  fuels,  a  number  of  returns  seven  times  greater 
than  for  any  of  the  manufacturers'  excise  taxes. 
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The  most  v/orrisome  problem  in  this  area  Is  caused  by  the 
fact  that  tax-free  fuel  oil,  a.g.,  #2  home  heating  oil,  can  be 
diverted  for  use  in  lieu  of  taxable  diesel  motor  fuel.   This 
potential  diversion  is  a  problem  of  unknown  proportions  and 
continues  to  be  a  source  of  concern  for  both  Federal  and  state 
officials.   The  IU5  will  continue  to  work  with  state  officials 
and  other  interested  parties  to  alleviate  administrative  problems 
in  this  area. 

H .   Highway  Use  Tax 

The  highway  use  tax  is  collected  from  persons  in  whose  name 
a  taxable  truck,  truck-trailer  or  bus  is  registered  or  required 
to  be  registered  at  the  time  of  its  first  use  in  any  tax  period. 
More  than  400,000  returns  showing  this  tax  are  filed  annually. 
This  contrasts  to  the  other  user  charges  which  are  levied  on  a 
much  smaller  number  of  taxpayers  who  almost  always  are 
manufacturers,  producers,  or  linporters.   As  noted  in  Section  II, 
an  individual  taxpayer  may  be  required  to  file  as  ma.-iy  as  twelve 
tax  returns  for  this  tax  within  any  given  year. 

Administrative  and  Compliance  Problems 

The  major  problem  in  administering  this  tax  is  identifying 
taxpayers  liable  for  the  tax.   As  described  in  the  Second 
Progress  Report  of  this  study,  the  IRS  has  conducted  an  annual, 
national  compliance  program  to  enforce  this  tax.   During  Fiscal 
Year  1981,  the  Collection  Division  secured  60,514  delinquent 
returns  for  this  tax  showing  $20.3  million  of  highway  use  tax  for 
prior  tax  years. 

Estimates  of  the  degree  of  non-compliance  with  this  tax 
vary.   At  a  public  meeting  of  the  highway  cost  allocation  study, 
a  representative  of  the  American  Trucking  Association  asserted 
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that  "there  is  some  evidence,  in  fact,  to  indicate  that  as  many 
as  50  percent  of  the  vehicles  subject  to  the  Federal  use  tax  are 
not  paying  this  tax."   However,  no  evidence  was  presented  to 
substantiate  this  claim.   In  contrast,  the  General  Accounting 
Office  estimated  that  non-compliance  might  be  as  high  as  7 
percent.   It  is  worth  noting  that  the  present  revenue  from  this 
tax  is  only  a  small  portion  of  highway  trust  fund  revenues  and  a 
miniscule   portion  of  collections  by  the  IRS  for  all  taxes.   Even 
if  non-compliance  had  been  as  high  as  10  percent  in  1981  —  a 
level  higher  than  any  official  estimates  --  the  revenue  loss 
would  have  been  only  $26.6  million  or  less  than  0.5  percent  of 
all  revenue  allocated  to  the  highway  trust  fund. 

Nonetheless,  the  problem  of  non-compliance  would  become  a 
major  concern  if  the  tax  were  significantly  increased  in  the 
higher  weight  categories  to  improve  equity  in  the  distribution  of 
highway  user  taxes.   Section  IV  of  this  report  discusses  changes 
in  enforcemeat  procedures  that  would  be  necessary  if  this  ta>c 
were  to  be  relied  on  as  a  major  element  In  achieving  an  equitable 
distribution  of  highway  taxes  among  user  groups. 
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IV.   Suggested  Options  for  Legislative  Action 
(By  Type  of  Tax) 


A.   Gasoline  Tax 

Exemptions 

Non-highway  Use.   Under  current  law,  gasoline  used  in  a 
qualified  business  use  (other  than  as  a  highway  fuel)  is  taxed  at 
a  rate  of  2  cents  per  gallon  rather  than  4  cents  per  gallon. 
Since  non-highway  use  does  not  contribute  directly  to  highway 
costs,  the  Treasury  Department  supports  exempting  in  full 
gasoline  used  by  business  for  non-highway  purposes. 

On  the  other  hand,  administrative  considerations  argue  for 
continuing  to  tax  at  the  full  rate  gasoline  used  for  personal 
use,  such  as  in  motorboats  and  lawnmowers. 

Gasohol,  Fuel-Efficient  Taxicabs  and  Intercity  Buses.   The 
1978  Energy  Tax  Act  provided  exemptions  from  the  gasoline  tax  for 
gasohol  (gasoline  mixed  with  alcohol),  for  gasoline  used  in 
qualifying  fuel-efficient  taxicabs,  and  for  gasoline  used  by 
intercity  buses .   These  exemptions  were  intended  to  reduce 
consumption  of  gasoline  in  order  to  curb  U.S.  dependence  on 
imported  oil. 

Since  passage  of  the  energy  legislation  of  1978  and  1980, 
crude  oil  prices  have  been  decontrolled  and  consumers  now 
confront  world  market  prices  for  gasoline.   Therefore,  consumers 
have  sufficient  incentives  to  conserve  on  use  of  oil  and  motor 
gasoline  without  additional  tax  incentives.   For  this  reason,  the 
Administration  in  the  FY  1983  budget  recommended  eliminating  tax 
incentives  for  alternative  fuels,  including  the  gasohol 
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exemption,  and  also  opposed  extending  the  exemption  for 
qualifying  fuel-efficient  taxicabs  when  it  w.^s  proposed  in 
Congress. 

If  the  gasoline  tax  is  increased  to  fund  increased  highway 
programs,  the  Treasury  Department  favors  applying  the  tax 
increase  to  gasohol  and  to  gasoline  used  in  qualifying  taxicnbs 
and  intercity  buses,  so  as  to  maintain  the  subsidy  provided  by 
the  4  cent  exemption  at  its  current  level.   The  issue  of  whether 
to  eliminate  these  exemptions  completely  should  continue  to  be 
considered  in  the  context  of  a  more  general  review  of  tax 
incentives . 

Option  Not  Recommended:   Shift  Tax  to  Retail  Level 

The  Treasury  Department  opposes  proposals  to  shift  the 
gasoline  tax  to  the  retail  level.   IRS  estimates  that  there  are 
currently  over  150,000  retail  gasoline  stations  plus  many  small 
grocery  and  convenience  stores  that  also  sell  gasoline.   Shifting 
the  point  of  collection  to  these  taxpayers  would  greatly  increase 
costs  of  administering  the  tax  and  would  impose  additional 
recordkeeping  burdens  on  many  small  businesses.   Moreover,  the 
current  method  of  tax  collection  involves  no  serious 
administrative  problems. 

B.   Lubricating  Oil  Tax 

Recommendation:   Eliminate  Tax 

The  Treasury  Department  favors  elimination  of  the  tax  on 
lubricating  oil  on  both  administrative  and  equity  grounds  and 
recouping  the  revenue  lost  by  other  highway  excise  taxes. 
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C .   Trucks  and  Trailers 

Recommendation:   Raise  Taxable  Threshold 

DOT  h  i>:5  rei:oa>nended  increasing  the  taxable  threshold  for  the 
exemption  for  light  weight  tracks  froa  10,000  to  3  3,000  pounds  as 
one  method  of  reallocating  the  burden  of  highway  ■is'tr    taxes  from 
lighter  to  heavier  vehicles.   The  Treasury  Department  supports 
'cn'i.s    recommendation  on  both  equity  and  admLai  51  rit  Ive  grounds. 
■Raising  the  threshold  of  taxation  to  33,000  pounds  would  simplify 
iihL'D  tax  both  for  potential  taxpayers  and  tho  IRS  and  would 
•eliminate  tax  liability  entirely  for  ^boat  76  percent  of  current 
taxpayers. 

Option:   Shift  Tax  to  Retailer  Level 

The  Treasury  Department  has  reviewed  the  issue  of  shifting 
the  point  of  collection  of  this  tax  from  manufacturers  to 
retailers.   Truck  sell'irs  hav.^  contended  that  imposing  the  tax  on 
the  manufacturer  puts  the  retailer  in  the  unfair  position  of 
having  to  financ^^  the  tax;  because  the  tax  is  included  in  the 
manufacturers'  price  and  not  recovered  until  the  truck  is  .S()ld. 
The  Treasury  Department  has  generally  taken  the  position  that 
excise  taxes  are  ultimately  paid  by  the  final  consumer  .ml  that, 
under  competitive  markets,  delaying  the  timing  of  tax  payment 
ultimately  lowers  the  tax  burden  on  consumers  by  reducing  the 
cost  of  holding  inventory.   At  the  same  time,  delaying  payment  of 
the  tax  until  final  sale  reduces  the  present  value  of  revenue  t<") 
the  Treasury,  if  the  manufacturers'  price  continues  to  be  the 
basis  of  taxation.   Given  alternative  ways  of  imposing  the  same 
increase  on  the  cost  of  final  goods,  the  Treasury  Department 
would  prefer  the  method  that  involves  the  lowest  administrative 
and  compliance  costs  for  both  taxpayers  and  the  IRS.   Therefore, 
while  Treasury  acknowle<iges  the  problem  of  truck  sellers. 
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recognizes  that  this  concern  has  been  magnified  by  high  interest 
rates  and  the  current  slump  in  the  motor  vehicle  industry  and 
■=ilso  recognizes  that  shifting  the  truck  sales  tax  to  the  retail 
level  might  not  in  itself  greatly  increase  poLats  of  collection 
if  the  threshold  on  truck  weights  is  increased,  Treasury  is 
unwilling  to  accept  the  principle  that  collection  of 
manufacturers'  excise  taxes  should  be  delayed  until  final  sale  of 
retailers  or  that  in  general  manufactacecs'  excise  taxes  should 
be  shifted  to  the  retail  level. 

D .   Truck  Parts  Tax 

Option:   Eliminate  Truck  Parts  Tax 

One  option  that  merits  consideration  is  elimination  of  the 
truck  parts  tax  entirely.   If  such  a  proposal  were  adopted, 
however,  a  method  would  have  to  be  developed  to  prevent  taxpayers 
from  avoiding  taxes  on  new  trucks  and  trailers  by  adding  parts  to 
stripped  down  vehicles.   This  appears  to  be  a  problem  mainly  for 
components  that  can  be  added  to  trailers.   Alternative  ways  of 
dealing  with  this  problem,  in  the  event  that  the  truck  parts  tax 
were  elioiinated,  would  be  to  impose  a  tax  on  purchasers  of  parts 
added  to  new  trucks  or  trailers  within  6  months  of  purchase,  to 
impose  the  tax  on  tracks  and  trailers  on  an  adjusted  sales  price 
base  for  a  defined  fully-equipped  vehicle  or  to  exclude  the  value 
of  certain  components  from  the  tax  on  new  trucks  and  trailers. 
The  Treasury  Department  is  considering  the  feasibility  of  these 
alternative  approaches. 

Option:   Tax  Only  Major  Components 

Another  alternative  is  to  eliminate  the  parts  tax  on  all 
except  major  components  of  both  trucks  and  trailers. 
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Manufacturers  would  still  confront  the  seune  recordkeeping 
problems  as  under  current  law,  but  the  number  of  items  involved 
would  be  diminished  greatly.   For  trailer  manufacturers, 
potential  problems  could  be  minimized.   Since  major  components 
such  as  refrigeration  equipment  still  would  be  taxed,  extensive 
fabricating  of  trailers  due  to  excise  tax  considerations  could  be 
kept  to  a  minimum. 

There  are  two  alternative  ways  that  major  components  subject 
to  tax  could  be  defined.   Under  one  alternative.  Congress  or  the 
IRS  could  specify  a  list  of  major  components  that  would  be 
subject  to  tax;  all  other  parts  would  be  tax-exempt.   Another 
alternative  would  be  to  exempt  from  tax  all  parts  under  a  certain 
value,  such  as  all  parts  under  $250. 

Option  Not  Recommended:   Shift  Tax  to  Retailer  Level 

If  the  parts  tax  is  retained,  it  would  be  best  to  continue 
to  collect  the  tax  from  manufacturers.   The  IRS  study  group 
strongly  opposed  a  proposal  to  shift  the  parts  tax  to  retailers 
on  the  grounds  that  it  would  greatly  increase  the  number  of 
collection  points  and  impose  major  recordkeeping  burdens  on  small 
businesses  that  sell  both  taxable  parts  and  non-taxable  items. 

E.   Tires,  Tubes  and  Tread  Rubber 

Recommendation:   Alter  Structure  of  Tire  Tax  in  Line  With  Cost 

Allocation  Findings 

The  equity  of  the  highway  excise  tax  structure  can  be 
improved  by  exempting  low  weight  tires  used  on  automobiles  and 
lighter  vehicles  from  the  tax  and  increasing  the  tax  rate  on 
heavier  tires.   In  addition,  the  taxes  on  non-highway  tires  and 
laminated  tires  and  the  tax  on  inner  tubes  should  be  eliminated. 
The  tax  rate  on  tread  rubber  should  be  set  so  as  to  minimize 
distortion  of  the  choice  between  new  tires  and  retreads. 


-35- 


These  changes  in  the  taxes  imposed  on  tires,  tread  rubber 
and  inner  tubes  do  not  create  any  additional  problems  of 
compliance  or  administration. 

F.   Diesel  and  Special  Motor  Fuels 

Recommendation:   Allow  Distributor/Retailer  Agreements  to  Have 

the  Distributor  Report  and  Pay  the  Tax  For 
Retailers  and  Users. 


In    the  past  year,  representatives  of  oil  jobbers  have  met 
with  staff  from  OTA  and  IRS  to  recommend  that  IRS  allow  voluntary 
agreements  between  oil  jobbers  and  retailers  under  which  oil 
jobbers  would  report  and  pay  the  tax  on  diesel  and  special  notor 
fuels  for  their  customers.   Such  agreements  appear  to  be 
warranted  and  would  improve  the  administration  of  the  excise  tax 
on  diesel  and  special  motor  fuels. 

It  is  understood  that  these  types  of  agreements  have  at 
times  been  a  common  industry  practice  in  some  areas  of  the 
country.   However,  changes  in  the  statute  are  required  before  IRS 
can  recognize  their  validity. 

Option:   Create  Mechanism  to  Tax  Fuels  Not  Measured  as  a 
Liquid 

The  tax  on  diesel  and  special  motor  fuels  is  imposed  only  on 
propellants  which  can  be  measured  as  a  liquid.   There  are 
currently  experimental  vehicles  propelled  by  alternative  fuels 
such  as  compressed  natural  gas  an<3  so^ne  of  these  vehicles  are  now 
used  in  auto  fleets  of  some  companies.   However,  compressed 
natural  gas  is  not  economical  for  use  by  individual  passenger 
vehicles  and  is  not  expected  to  become  economical  for  such  use 
for  many  years. 
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Congress  may  wish  at  some  time  to  consider  legislation  to 
tax  such  fuels  at  a  gallon  equivalent  rate  equal  to  the  rate  on 
diesel  and  special  motor  fuels.   For  the  next  few  years,  use  of 
this  fuel  will  probably  be  not  sufficiently  large  for  its 
non-taxability  to  give  rise  to  major  concerns  and  it  is  expected 
a  large  fraction  of  the  use  will  be  by  state  and  local 
governments  who  would  be  non- taxable  in  any  case.   Nonetheless, 
Congress  and  the  Treasury  may  wish  to  consider  how  best  to  !:-i< 
these  vehicles  if  they  should  become  available  commercially  oa   a 
large  scale. 

Option:   Eliminate  filings  by  Ultimate  Users  if  Minimal  Tax 
Liability 

Every  year,  approximately  150,000  quarterly  tax  retarri>5  are 
filed  for  the  escciLse  tax  on  diesel  and  special  motor  fuels.   Some 
of  these  returns  indicate  insignificant  tax  liabilities  of  only  a 
few  dollars  pec  quarter.   Occasionally,  the  IRS  receives 
correspondence  questioalag  the  need  for  filing  returns  sTiowLag 
such  small  tax  liabilities.   Congress  may  wish  to  consider 
whether  a  threshold,  such  as  $25  per  quarter,  should  be 
established  to  reduce  paperwork  burden.   The  adoption  of  this 
suggestion  would  have  a  minimal  impact  on  highway  trust  fund 
revenues.   This  suggestion  is  applicable  only  to  the  excise  tasc 
on  diesel  and  special  motor  fuels  since  it  is  the  only  highway 
excise  tax  paid  by  the  ultimate  user  of  the  product. 

Option  Not  Recommended:   Dyeing  of  Diesel  Fuel 

The  possibility  of  recommending  a  dyeing  program  to 
distinguish  untaxed  middle  distillate  fuels  from  taxable  fuels 
has  been  examined  by  the  IRS  Study  Team.   Such  programs  are 
already  utilized  in  West  Germany,  the  Netherlands,  and  several 
Canadiaa  provinces.   Proponents  of  this  proposal  claim  It  would 
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be  much  more  efficient  and  effective  than  the  current  system 
under  which  agents  check,  among  other  sources,  tax-free  sales  at 
the  wholesale  distributor' 3  level  and  then  secure  delinquent 
returns  where  fuel  has  been  diverted  to  a  taxable  use.   Opponents 
point  out  that  a  significant  financial  burden  would  be  imposed  on 
the  industry  and  the  public  to  install  the  mechanisms  for  dyeing 
nontaxable  fuel  through  the  national  distribution  system.   The 
addition  of  the  dye  to  the  fuel  requires  road  policing  to  be  even 
marginally  effective  as  a  deterrent.   As  the  IRS  does  no  road 
policing  and  cannot  justify  proposing  to  initiate  any,  there  is 
no  justification  to  propose  dyeing  fuels  to  enforce  a  Federal 
fuels  tax. 

If  several  states  initiate  a  fuel  dyeing  program,  however, 
the  IRS  might  reevaluate  its  opposition  to  this  proposal. 

Option  Not  Recommended:   Taxation  of  Fuel  at  Wholesaler  or 

Distributor  Level 

\t    first  glance,  one  of  the  most  appealing  alternatives 
would  be  to  tax  the  fuel  at  the  highest  possible  level  of  the 
distribution  chain.   The  first  step  up  the  chain  would  be  to 
impose  the  tax  at  the  level  of  the  wholesale  dealer  or 
distributor;  the  final  step  in  this  direction  would  be  to  collect 
the  tax  from  the  producer  or  Importer  as  is  currently  done  for 
gasoline  taxes  and  most  other  excise  taxes.   The  problem  with 
such  propsals  is  that  they  would  tax  home  heating  oil  and  other 
diesel  and  special  motor  fuels  used  for  a  wide  variety  of 
nonhighway  purposes.   Provisions  would  then  have  to  be  made  to 
provide  credits  or  refunds  for  all  or  part  of  the  tax  paid  to  a 
very  large  number  of  users  of  nonhighway  fuels.   This  would  add 
to  administrative  burdens  and  impose  significant  costs 
particularly  on  home  heating  oil  consumers,  who  would  be  forced 
to  finance  the  tax  and  who  in  many  cases  do  not  file  Federal 
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income  tax  returns.   Thus,  on  balance  it  is  preferable  to 
continue  to  tax  diesel  and  special  motor  fuels  at  the  retailer 
level,  despite  the  costs  of  collecting  the  tax  from  a  large 
number  of  taxpayers. 

G.   Highway  Use  Tax 

Recommendation:   Increase  and  Graduate  Rates  on  Highway  Use  Tax 

and  Exempt  Lighter  Vehicles  From  Tax.   Allow 
Flat  Mileage  Exemption  From  Heavy  Use  Tax. 

The  highway  use  tax  provides  the  best  mechanism  for  varying 
taxes  paid  by  vehicles  according  to  the  amount  of  damage  done  to 
the  highway  system.   Therefore,  to  increase  the  equity  of  the  tax 
structure,  the  Treasury  Department  endorses  the  approach  in  the 
Highway  Cost  Allocation  Study  of  DOT  to  increase  the  share  of 
highway  trust  fund  taxes  paid  by  heavy  vehicles  by  altering  the 
rate  structure  of  the  highway  use  tax. 

A  flat  mileage  exemption  is  necessary  to  prevent  imposing  an 
excessive  and  unjustified  tax  on  vehicles  used  mostly  off-highway 
that  occasionally  use  public  highways. 

Recommendation:   Require  Some  Form  of  State  Involvement  In 

Enforcing  the  Highway  Use  Tax 

The  final  report  of  the  DOT  cost  allocation  study  notes  that 
the  help  of  states  should  be  enlisted  in  the  collection  of  the 
highway  use  tax  to  assure  better  compliance  and  to  reduce  the 
administrative  burden  on  the  IRS  and  taxpayers.  The  Treasury 
Department  strongly  endorses  this  recommendation.   All  states  and 
the  District  of  Columbia  already  require  trucks  and  buses  to  be 
registered  before  vehicles  can  use  the  public  highways.   State 
registration  systems  are  highly  effective  in  that  outright 
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evasion,  i.e.,  vehicles  being  operated  with   no  license  or  tag,  is 
rare.   Vehicles  are  required  to  be  registered  annually.   Thus,  if 
states  help  in  enforcing  the  Federal  highway  use  tax,  it  could 
greatly  simplify  filing  and  payment  of  the  tax  and  would  prevent 
evasion  of  the  tax. 

The  Treasury  Department  regards  it  as  essential  that  some 
mechanism  to  assure  state  registration  procedures  can  be  used  as 
a  tool  in  enforcement  be  included  in  any  proposal  for 
restructuring  the  highway  excise  taxes  that  includes  significant 
increases  in  the  highway  use  tax  paid  by  heavy  vehicles.   In  the 
absence  of  improved  enforcement  procedures,  higher  tax  rates  on 
the  heaviest  vehicles  would  greatly  increase  Incentives  for  tax 
avoidance.   Moreover,  at  higher  tax  rates,  non-compliance  would 
have  much  more  severe  adverse  effects  on  trust  fund  revenues,  on 
the  competitive  position  of  taxpayers  who  pay  the  ta^c,  and  on  the 
equity  of  the  tax  structure. 

During  the  past  year,  the  Chariman  of  the  IRS  study  group, 
the  representative  of  OTA,  and  DOT  representatives  have  met  with 
staff  and  officials  of  the  American  Association  of  Motor  Vehicle 
Administrators  to  discuss  state  participation  in  enforcement  of 
the  highway  use  tax.   The  Treasury  Department  and  the  IRS  will 
continue  to  work  with  this  group  to  reach  a  solution  that  would 
best  accomodate  the  interests  and  needs  of  all  parties  —  the 
Federal  government,  State  administrators,  and  the  taxpaying 
public. 

Recommended  Enforcement  Option:   States  Require  Proof  of 

Payment  Before  Registration 

The  Treasury  Department  believes  at  this  time  that  the  best 
approach  for  state  assistance  would  be  for  states  to  require 
vehicle  owners  to  show  proof  of  payment  of  the  Federal  highway 


-40- 


use  tax  prior  to  registering  the  vehicle  Eor  travel  on  public 
roads.   In  the  past  year,  California  enacted  legislation 
authorizing  a  pilot  project  which  authorizes  the  California 
Division  of  Motor  Vehicles  to  refuse  to  register  vehicles  >vhich 
do  not  have  such  proof  of  payment.   Thus,  there  has  been  some 
interest  already  at  the  state  level  in  pursuing  this  approach. 

The  major  advantage  of  this  enforcement  option  —  having  the 
states  require  proof  of  payment  —  in  comparison  to  other 
alternatives  is  thit  it  does  not  impose  significant  burdens  on 
states.   States  would  not  have  to  collect  a  Federal  tax,  or  to 
alter  their  methods  of  determining  registered  weights  to  con for n 
to  Federal  tax  law.   States  would  merely  have  to  require  the 
submission  of  one  more  piece  of  paper  —  a  form  validating  that 
the  taxpayer  had  paid  the  P'ederal  tax  (or  had  filed  a  Federal  use 
taic  return  if  the  taxpayers  elects  to  pay  in  installments)  -- 
before  registering  a  motor  vehicle. 

The  only  administrative  problem  entailed  in  this  enforcemerit 
option  relates  to  the  timing  of  certification  for  newly 
registered  vehicles.   At  present,  liability  for  the  Federal 
highway  use  tax  does  not  arise  until  the  vehicle  is  used  on  the 
road,  while  states  do  not  allow  vehicles  to  be  used  on  t>ie  r(3ad 
until  they  are  registered.   Thus,  if  vehicle  owners  are  required 
to  show  proof  of  payment  of  Federal  tax  before  they  can  register 
a  vehicle,  th^^re  would  need  to  be  some  changes  in  the  ti<ning  of 
the  filing  of  the  tax.   In  order  to  avoid  delays  in  registration 
which  would  inconvenience  purchasers  of  vehicles,  the  IRS  would 
have  to  change  the  current  reporting  system  to  allow  returns  to 
be  filed  and  proof  of  payment  to  be  secured  expeditiously  from 
local  offices.   The  IRS  believes  that  a  satisfactory  solution  to 
this  problem  can  be  found  if  there  is  some  lead  tune  before  the 
new  enforcement  system  takes  effect. 
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The  requirement  that  states  require  proof  of  payment  of  the 
Federal  tax  before  registering  a  vehicle  for  highway  use  can  be 
enforced  by  withholding  Federal  highway  assistance  from  states 
that  do  not  adopt  such  a  procedure.   Because  it  will  take  some 
time  for  states  to  enact  the  necessary  enabling  legislation,  it 
is  desirable  that  this  enforcement  rule  not  take  effect 
immediately. 

Alternative  Option:   States  Adopt  Uniform  Registration  Weight 

Uniform  state  vehicle  licensing  requirements  would  allow  the 
IRS  to  devise  or  adopt  a  uniform  or  model  procedure  that  would 
facilitate  any  system  for  securing  leads  on  potentially  liable 
taxpayers.   Because  more  than  half  of  the  states  now  register 
vehicles  by  "declared  gross  weight",  the  adoption   of  that 
criteria  would  assist  in  better  utilization  of  existing  state 
vehicle  registration  records.   Of  the  experienced  revenue  agents 
who  indicated  an  opinion,  184  of  232  expressed  the  view  that 
state  uniformity  in  registration  would  be  helpful  in 
administering  the  tax. 

If  all  states  registered  vehicles  on  this  basis,  it  would 
facilitate  the  preparation  of  lists  of  vehicle  owners  to  be 
contacted.   Currently,  some  states  differ  in  the  manner  and 
format  in  which  they  record  weights,  type  of  vehicle,  and  axle 
configuration.   In  addition,  the  definition  of  taxable  gross 
weight  for  computing  the  Federal  highway  use  tax  is  different 
from  weights  recorded  on  state  registration  data.   Even  when 
weights  shown  on  state  registration  records  otherwise  might 
approximate  Federal  highway  use  tax  weight,  state  laws  governing 
weight  limits  often  make  it  attractive  for  owners  to  register 
vehicles  at  a  higher  weight  rating. 
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The  lack  of  uniformity  in  state  registration  data  makes  the 
use  of  state  data  for  the  annual  compliance  check  unreliable.   As 
a  result,  the  IRS  expends  resources,  both  its  own  and  those  of 
persons  in  whose  name  vehicles  are  registered,  contacting 
taxpayers  unnecessarily. 

However,  even  if  states  adopted  uniform  procedures,  the  IRS 
would  still  have  to  devote  considerable  resources  to  follow  up 
leads  developed  from  state  data.   It  would  still  be  desirable, 
even  with  uniform  registration  weights,  to  encourage  states  to 
require  payment  of  the  Federal  highway  use  tax  as  a  condition  of 
registration . 

Alternative  Option:   Require  States  to  Collect  Tax 

Another  option  Congress  may  wish  to  consider  is  to  require 
states  to  piggyback  collection  and  enforcement  of  the  Federal 
highway  use  tax  on  their  existing  vehicle  registration  systems. 
Such  a  requirement  would  have  the  advantage  of  almost  totally 
relieving  the  IRS  from  the  responsibility  for  actually  enforcing 
the  tax.   However,  there  are  potential  issues  of 
constitutionality  which  might  have  to  be  resolved  that  are  not 
presented  by  other  alternatives.   Moreover,  states  may  object  to 
the  requirement  that  they  collect  a  Federal  tax. 

Alternative  Option:   Information  Returns 

Another  approach  for  assistance  by  the  states  would  be  the 
use  of  information  returns.   States  could  file  an  information 
return  showing  the  relevant  data  on  ownership,  leasing,  and 
taxable  weight  needed  for  Federal  highway  use  tax  purposes. 
There  is  some  precedent  for  such  a  procedure;  states  already  file 
information  returns  showing  amount  of  unemployment  compensation 
paid.   There  are  two  main  advantages  to  this  approach.   First, 


-43- 


people  who  register  vehicles  could  be  given  a  copy  of  the 
information  return  and  thus  would  be  alerted  to  their  Federal  tax 
liability  at  the  time  of  registration.   Second,  if  states  are 
required  to  file  these  information  returns  rather  frequently  -- 
perhaps  quarterly  —  it  would  reduce  the  lag  between  the  time  the 
owner  registers  the  vehicle  and  the  time  he/she  is  contaGte<l  by 
the  IRS  if  no  return  is  filed. 

The  major  disadvantage  of  this  option  is  that  it  would 
require  states  to  collect  the  information  needed  for  filing  the 
Federal  tax  --  information  not  collected  in  the  same  format  now. 
The  amount  of  effort  imposed  on  states  to  collect  this  infomation 
would  be  almost  as  great  as  the  cost  of  actually  collecting  the 
tax . 

Option  Not  Recommended:   Decal/Sticker  System 

The  proposal  to  require  a  sticker  or  decal  to  denote  payment 
of  the  Federal  highway  use  tax  has  been  studied  for  many  years. 
States  now  use  stickers,  decals,  or  often  tags  attached  to 
license  plates  to  show  that  registration  and  other  highway  taxes 
have  been  paid. 

The  basic  idea  of  such  a  proposal  is  that  a  sticker  or  decal 
would  be  issued  by  the  IRS  for  display  on  trucks,  truck-trailers, 
and  buses  as  evidence  that  the  use  tax  has  been  paid  or  that  a 
tax  return  covering  the  vehicle  has  been  filed.   Proponents  claim 
that  this  proposal  would  have  a  favorable  psychological  impact  on 
taxpayers.   Moreover,  it  is  claimed  that  the  stickers  would  be 
self-policing  because  compliant  truckers,  state  operated  truck 
weighing  inspection  station  operators,  and  state  police  officers 
would  report  noncompliant  vehicle  operators. 
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There  are,  however,  many  reasons  to  oppose  a  Federal 
decal/sticker  system.   A  major  reason  is  that  utilization  of  the 
stickers  would  require  a  road  policing  system  to  be  effective  and 
the  IRS  personnel  assigned  to  civil  tax  cases  do  not  have  police 
powers,  equipment,  or  training.   Second,  there  would  be  erroneous 
and  duplicate  reporting  of  noncompliant  vehicles  resulting  in 
overlapping  and  non-  productive  investigations.   Finally,  both 
taxpayers  and  the  IRS  would  have  problems  with  meshing  the  need 
for  securing  the  stickers  quickly,  with  the  IRS  emphasizing 
processing  returns  at  Service  Centers  rather  than  local  offices. 

The  American  Trucking  Association  consistently  has  advocated 
the  use  of  stickers  to  improve  compliance  and  thereby  reduce  the 
competitive  disadvantage  those  who  pay  the  tax  suffer  relative  to 
those  who  do  not  pay  the  tax.   The  IRS  staff  has  been  reluctant 
to  accept  the  idea  for  administrative  reasons  and,  in  any  event, 
the  feasibility  of  it  cannot  be  resolved  without  a  massive  test 
program.   To  be  effective,  such  a  test  program  would  require 
enactment  of  a  civil  penalty  for  not  displaying  a  sticker  and 
sufficient  funding  for  additional  staff  resources  to  enforce  the 
program. 

However,  the  sticker  system  might  be  a  useful  operational 
tool  for  states  that  decide  to  assist  IRS  in  enforcing  the  tax. 


-45- 
V.   Possible  Options  for  Administrative  Action 

A .   Gasoline/Die se 1  and  Special  Motor  Fue 1 s 

Two  ideas  suggested  to  the  IRS  study  group  merit  comment. 
First,  it  was  suggested  that  amounts  of  taxable  fuels  reported  to 
state  gasoline  tax  administrators  be  compared  with  amounts 
reported  on  Form  720.   This  comparison  would  require  that  an 
additional  schedule  be  submitted  to  the  IRS.   Additional 
information  showing  quantities  of  gasoline  held  at  the  beginning 
of  the  period,  purchases  (tax-paid  and  tax-free),  sales  (both 
subject  to  tax  and  tax-free),  and  losses  (from  shrinkage  and 
theft)  would  be  required  to  be  matched  against  the  same  figures 
reported  to  state  agencies.   This  additional  rep<orting  burden 
does  not  appear  to  be  warranted . 

Second,  there  has  been  a  concern  that  schemes  involving 
tax-free  sales  were  growing  in  popularity.   However,  figures  from 
the  Examination  Division  regarding  audits  of  returns  reporting 
the  gasoline  excise  tax  indicate  an  extremely  high  rate  of  "no 
change"  cases;  i.e.,  returns  audited  that  showed  no  variation 
between  the  amount  reported  on  the  return  and  the  correct  amount 
determined  by  the  audit.   The  result  of  this  review  does  not 
appear  to  warrant  any  major  change  in  present  administration  of 
the  excise  tax  on  gasoline. 

Suggestion:   Gross  Checks  With  State  Fuel  Tax  Administrators 
to  Avoid  Diesel  Fuel  Tax  Evasion 

IRS  employees  engaged  in  auditing  and  securing  Form  720 
frequently  make  informal  cross-checks  of  these  returns  with 
returns  filed  with  state  fuel  tax  administrative  agencies.   It 
might  be  beneficial  to  formalize  these  cross-check  verifications 
by  written  agreements  between  District  Directors  and  these 
agencies . 
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B.   Highway  Use  Tax 

Suggestion:   Informational  Packages  to  be  Placed  in  Vehicles  by 
Manufacturers  to  Alert  Taxpayers  to  Potential 
Liability  for  the  Highway  Use  Tax 

On  three  separate  occasions  during  a  period  between  the 
mid-1960s  and  mid-1970s,  the  IRS  contacted  truck  manufacturers  to 
request  that  they  place  an  informational  packet  in  new  trucks 
liable  for  the  Federal  highway  use  tax.   Representatives  of  the 
industry  indicated  support  for  the  objective  of  full  compliance 
with  the  highway  use  tax.   However,  when  contacted  they  expressed 
reluctance  to  help  for  several  reasons.   First,  large  firms  often 
sell  only  the  chassis  to  a  body  company.   There  are  hundreds  of 
such  companies,  many  of  them  small  firms  unaffiliated  with  a 
trade  association.   Therefore,  securing  widespread  participation 
in  such  a  program  might  be  a  major  task  in  itself.   Second,  the 
material  could  be  removed  from  the  vehicle  by  the  original 
purchaser.   Such  removal  would  deprive  subsequent  purchasers  of 
becoming  informed  of  their  potential  liability  for  the  tax.   This 
would  reduce  considerably  the  value  of  the  program  because 
subsequent  purchasers  constitute  an  important  segment  of  the 
audience  that  must  be  reached  if  awareness  of  this  tax  is  to  be 
increased  measurably.   Numerous  studies  show  that  commercial 
vehicles  have  an  extended  useful  life  and  may  pass  through  the 
hands  of  as  many  as  10  or  15  owners.   Finally,  manufacturers 
pointed  out  that  the  costs  of  placing  informational  material 
would  result  in  some  increase  in  their  costs  that  would  be  passed 
on  to  consumers.   For  all  of  these  reasons,  the  idea  of  placing 
informational  packets  in  vehicles  has  not  been  implemented. 

The  IRS  might  consider  exploring  again  the  option  of 
supplying  information  on  use  tax  responsibilities  to  buyers  of 
taxable  vehicles.   An  alternative  approach  that  might  prove  more 
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viable  might  be  to  seek  inclusion  of  the  material  in  the 
owner-operator's  manual  found  in  each  new  vehicle.   The  study 
team  understands  that  this  manual  is  usually  passed  along  to 
subsequent  purchasers. 

C.   Tax-Free  Transactions 

The  study  group,  working  with  representatives  of  the 
Examination  Division,  determined  that  it  was  especially  important 
both  1)  that  uniformity  be  maintained  in  each  district's  files  of 
these  registrations  for  tax-free  sales,  and  2)  that  these  files 
should  be  reviewed  as  frequently  as  possible.   Following  the 
study  group's  review  of  these  files,  representatives  of  the 
Examination  Division  initiated  their  own  review  of  current 
procedures  regarding  these  files.   They  have  changed  their  manual 
directives  to  field  personnel  to  insure  periodic  reviews  and 
updating  of  these  files. 
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VI.   Summary  of  Recommendations 


A.  Major  Recommendations 

—  Highway  user  taxes  should  continue  to  be  relied  upon  to 
finance  Federal  highway  programs . 

—  The  structure  of  highway  user  taxes  should  be  altered  to 
increase  the  share  of  taxes  paid  by  heavy  vehicles,  in 
line  with  the  findings  of  the  Department  of 
Transportation's  highway  cost  allocation  study. 

—  TVny  major  increase  in  the  highway  use  tax  should  be 
accompanied  by  provisions  to  require  state  assistance  in 
enforcing  the  tax.   The  best  method  of  enlisting  state 
assistance  at  this  time  is  for  states  to  require  proof  of 
payment  of  the  Federal  highway  use  tax  as  a  condition  of 
vehicle  registration. 

B.  Other  Recommendations 

—  Exempt  gasoline  and  other  fuels  used  in  a  qualified 
(non-highway)  business  use  from  the  full  tax  on  gasoline 
and  other  fuels. 

—  If  motor  fuels  taxes  are  increased,  maintain  exemption 
for  gasohol  and  qualifying  fuel-efficient  taxicabs  at  4 
cents  per  gallon.   Consider  eliminating  these  exemptions 
as  part  of  future  review  of  tax  incentives. 

—  Allow  distributor/retailer  agreements  to  have  the 
distributor  report  and  pay  the  tax  on  diesel  and  special 
motor  fuels  for  retailers  and  users. 
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—  Eliminate  excise  taxes  on  lubricating  oil  and  inner 
tubes . 

—  Increase  taxable  weight  threshold  for  excise  taxes  on 
trucks  and  trailers  and  truck  parts  and  accessories. 

—  Simplify  excise  tax  on  truck  parts  and  accessories  either 
by  removing  tax  completely  or  by  modifying  to  tax  only 
major  components. 

—  Eliminate  excise  tax  on  tires  weighing  less  than  100 
pounds  and  increase  tax  rate  on  remaining  tires  in  line 
with  cost  allocation  findings. 

—  Allow  low-mileage  exemption  from  heavy  vehicle  use  tax. 
C .   Options  Not  Recommended 

—  Reject  proposals  to  shift  gasoline  tax  to  the  retailer 
level . 

—  Reject  proposals  to  shift  truck  parts  and  accessories  tax 
to  the  retailer  level. 

—  Reject  proposals  to  dye  diesel  fuels  as  proof  of  payment. 

—  Reject  proposals  to  tax  diesel  fuel  at  wholesaler  or 
distributor  level. 

—  Reject  proposals  to  require  sticker  or  decal  as  proof  of 
payment  of  Federal  highway  use  tax. 

—  Reject  proposals  to  add  new  exemptions  not  related  to 
highway  cost  considerations  to  the  fuels  taxes  and  other 
highway  excise  taxes. 
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APPENDIX  B' 
Surface  Transportation  Assistance  Act  of  1978 

SSC.  UC  UQUIKSMENTS  FOK  A  COST  ALLOCATION  STVDT. 

(a)  Stttdt  DtKEcrn. — Ths  Secretary  of  Tranrportation  u  hereby 
9UKorized  and  directed^  m  cooperation.  vUK  the  State  highvay  it' 
portmentt,  to  undertaJke  a  fuU  and  complete  investigation  and  etudy 
•/— 

(/)  tho  eotts  octojiionrd  in  drifirn,  eonttruetion,  rehahSltatton, 
and  maintenance  of  Federal-aid  hightoayi  by  the  use  of  vehielri 
of  different  dimewnons.  vei/fhfi,  and  other  specifieationi,  and 
by  the  frequency  of  ixieh  rehiclei  m  the  traffic  ttream; 

(£)  the  proportionate  ih/rre  of  rueh  design,  eentfrvrti/m,  rt- 
habUitation,  and  maintenance  eotti  attributaiile  to  each  datt  of 
pertona  and  vehirlri  ruing  tuch  high\cayi;  and 

(J)  the  need  for  long-term  or  continuous  monitoring  of  road- 

foay  deterioration  to  determine  the  relative  damage  attributable 

to  traffic  and  environmental  faetort. 

(J)  EtALUATio.r  BT  CoKCKcssiosAL  BtJvetT  Omct. — To  assist  the 

Secretary  of  Transportation  in  the  ertnduti  of  the  rnvfitigniion  and 

study  authorised  and  directed  by  lubteetion  (a)  of  this  section^  the 

Congressional  Budget  Office  is  hereby  authorized  and  directed  to  make 

an  evaluation  of— 

(J)  the  procedures  to  be  em,ployed  in  determining  the  equitable 
dSoeation  of  highway  costs; 

{2)  the  information  to  be  eoUected  to  apply  the  procedures 
identified  punuant  to  paragraph  (1) ; 

(J)  any  special  studies  essential  to  the  oonduci  of  the  investiga' 
Hon  which  can  be  identified  and  completed  within  the  deadlines 
utablished  by  tliis  section;  and 

(.^)  the  procrdures  to  be  employed  to  ensure  a  conthwing  equi- 
table aHoeation  of  h'ghway  costs  after  study  termination. 
The  CoTUjressional  Budget  Office  shall  report  its  findings  to  the  Con- 
ffress  and  to  the  Secretary  of  Transportation  vithin  90  days  after  the 
date  of  the  enactm,ent  of  this  section.  These  findings  shall  be  employed 
by  the  Secretary  as  guidelines  m  the  design  of  the  investigation  and 
study  authorised  and  directed  by  subsection  (a)  of  this  section. 
(c)  Reports.— 

(J)  Witliin  180  days  after  the  date  of  the  enaetmmi  of  this 
section,  the  Secretary  of  Transportation  shall  report  to  the  Con- 
gress on  a  plan  for  the  investigation  and  study.  Such  plan  shall 
include,  but  not  he  limited  to.  the  data  to  he  gathered;  the  source* 
of  such  data;  the  method  to  be  used  to  allocate  coits;  the  method 
to  he  used  to  attribute  revenues;  the  criteria  to  be  employed  m 
arriring  at  an  equitable  d'>*trilrution  of  the  tar  burden:  the 
agency  or  agcTtcies  responsible  for  performance  and  revieyr  of  the 
study;  a  projected  schedule  for  study  pcrforntance;  and  the  esti- 
mated costs  of  the  study, 

(2)  On  or  before  January  7J.  19S0,  and  January  IS,  19S7,  the 
Secretary  of  Transportation  shall  report  to  the  Congre**  the  prog- 
ress vhieh  hns  been  made  in  earryrn-g  out  the  study  and  investiga- 
fion  required  by  this  section.  Sveh  progress  reports  shall  include, 
h*it  not  he  limited  to,  a  ditrvnion  of  any  ehan<fes  from  the  study 
plan  as  submitted  under  provisions  of  this  section  and  of  pre- 
liminary/ ifndfn^s  of  tfu  rnrestigation. 

(.1)  The  Secretary  shall  report  to  th«  Con^res*  the  fivdinoa 
and  recommendations  of  the  study  no  later  than  January  15. 1932. 
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Sveh  recomtnendatiotu  ifta2I  include  any  alternative  tax  Mtrueiurta 
vhieh  the  Sccrttttry  helievci  vould  more  nearly  aeheive  an  egui' 
table  diitribulion  of  tfu  tax  burden  among  elauci  of  pcrtons  and 
vehielei  uting  Federol-aid  hiahwayt,  ana  tKe  projected  impact 
of  tueh  BtTveturta  on  af\eet*a  irtduitrict  and  other  itsera. 
SEC.  m.  STUDY  or  EXISTING  BtCHWAT  EXCISE  TAX  STRUCTURE 
ASD   or  rOSSlBlE  ALTERSATIVES   TO.  SUCB    EXISTING 
STMUCTURE. 
(a)  Ik  Gtsi^ALj^TKe  Secretary  of  the  Treatury,  in  eonniUation 
vith  the  Secretary  of  Tramportation  and  the  itaff  of  the  Joint  Com' 
mittee  on  Taxation^  thall— 

(1)  revie^e  and  analyze  each  excise  tax  nov  dedicated  to  the 
ffighvay  Trust  Fund  with  respect  to  such  factors  as  ease  or 
difficulty  of  administration  of  lueh  tax  and  the  compliance  &ur« 
dens  imposed  on  taxpayers  by  such  tax,  and 

(f )  on  or  before  AvrH  li,  J9S2,  report  to  the  Committee  on 
"Ways  and  Means  of  the  House  of  Represeniatives  and  the  Com- 
mittee  on  Finance  of  the  Senate  as  to  the  matters  set  forth  m 
paragraph  (i)  and  other  findings,  as  veH  as  recommendations 
on— 

(A )  hnprovements  in  excise  taxation  vhich  vould  enhance 
tax  administration,  equity,  and  compliance,  or 

(B)  a  nno  syttrmof  raising  revenues  to  fund  the  Eighyeay 
Trust  Fund  vhich  toould  meet  the  objeetivu  set  forth  m 
subparagraph  (A). 

The  recommendations  described  in  paragraph  {2)  shall  be  formulated 
tn  conjunction  vith  the  reeommmaalions  of  the  cost  alloeation  study 
under  section  50C  of  the  equitable  distribution  of  the  highway  excise 
taxes. 

(b)  IwttKiit  RcroKTS.-~The  Secretary  of  the  Treasury,  in  consult  a- 
Hon  with  the  Secretary  of  Transportation  and  the  staff  of  tlu  Joint 
Committee  on  Taxation,  shall  fie  an  interim  report  with  the  Commit- 
tee on  Ways  and  Means  of  the  Bouse  of  Hepresentafives  and  the 
Committee  on  Finance  of  the  Senate  on  or  before  April  /J,  J$SO,  and 
a  second  interim  report  on  or  before  Avril  IS,  2981. 
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